To: Students in MGT . 205A 
From: Dan Mitchell, Professor 
Week 8 


Reminder #1: Reports due week 9. Please submit your reports via 
Turnitin.com on your my.ucla page and also submit a paper version in 
class . 

Reminder #2: Next Q&A session, Wed., May 21, noon - 1 PM, B413 

Sample questions were among the handouts yesterday. Try and work out 
the answers. I will distribute answer sheet next class. 

The week 8 slides and this message are now, or soon will be, on the 
website for this class at Anderson and the special website created at 
Public Affairs due to the end of the mediamax service. 


As noted last week, speculation involves taking risk, in effect 
betting on estimates of what prices or exchange rates might be in the 
future. If the speculator is correct, he/she gets to buy low/sell 
high. But if the speculator is incorrect, he/she may end up buying 
high and selling low, i.e., taking a loss. If you think the price of 
a currency is likely to rise, you should take a long position, moving 
your net assets (in various ways) into that currency. When the 
currency appreciates, you can then sell the assets. If you think a 
currency will depreciate, you take a short position, moving your net 
liabilities into that currency. After depreciation, you can pay off 
your debts cheaply and make a speculative profit. 

We noted that the foreign exchange market features both spot and 
forward contracts . Spot contracts are arrived upon today and carried 
out today. Forward contracts are arrived upon today but carried out 
in the future, say, 30, 60, 90, or 180 days from today. In a forward 
contract, you agree to buy or sell a certain amount of a currency in 
the future at a price agreed upon today. 

The general condition in finance is that there should be no arbitrage 
margin (other than a small deviation corresponding to transaction 
costs) left on the table. We noted that it is possible to "hedge" 
against risk in the foreign exchange market without using forward 
transactions. If I had a debt in pounds payable in 90 days, I could 
buy pounds today at the known spot rate (thus eliminating exchange 
rate risk) and then hold them in London until the debt is due. The 
cost to me (which can be positive or negative) is the difference 
between British and American 90-day interest rates. Alternatively, I 
can use the forward market to buy my pounds now for delivery in 90 
days when I need them. I should be indifferent between these two 
alternatives. If I am not, there is a potential for arbitrage profits 
that will adjust the forward and spot exchange rates (given interest 
rates) until I am indifferent between alternatives. 
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Our formula for the relationship between spot and forward rates and 
two-country interest rates is the condition for indifference (no 
arbitrage) . Empirically, small deviations from the formula can 
develop within a narrow band defined by transaction costs. You should 
understand the formula and be able to apply it, as in the example 
handed out in class. Our empirical handout on forward and spot 
exchange rates vs. interest rates in various currencies showed very 
close alignments . 

Exchange rates and price changes are only one side of the general 
value equation: value = price x quantity. In macro models, the 
possibility of quantitative adjustments is considered. That is, we do 
not assume that the economy is always functioning at full employment 
with all adjustments made through prices. We developed the essential 
features of our "fix-price" inventory-adjustment macro model. 

Neglecting government spending and taxation (fiscal policy) initially, 
our national income accounting identity is that S-I = X-M. But 
equilibrium can occur only when what happens - as measured by our 
national income accountant (ex poste) - is what people collectively 
wanted to happen (ex ante) . In the examples we showed in class, we 
shocked an existing macro equilibrium using an exogenous increase in 
net exports (due, say, to a boom abroad) , a sudden depreciation of our 
currency, or the imposition of a tariff. In all these situations, it 
is the externally-oriented X-M function which is affected. We also 
considered the impact of an exogenous increase in saving which affects 
the domestically-oriented S-I function. 

In our starting model, the key behavioral relations were the marginal 
propensity to save dS/dY and the marginal propensity to import dM/dY, 
both assumed to be positive. 

In all cases, the adjustment mechanism is involuntary inventory 
investment or disinvestment. Firms have a desired inventory-to-sales 
ratio to cope with random noise in the flow of customer orders. When 
there is a perceived permanent demand shock, firms find themselves 
with unsustainable inventory trends. If the shock is positive, their 
inventories begin to fall. Since inventories cannot fall forever, 
production must be stepped up or there will be stock outs. More 
workers are hired, more output is produced, more orders go to 
suppliers who in turn hire more workers, etc. Similarly, a negative 
demand shock causes inventory to pile up - which also cannot go on 
forever since accumulating unsold inventory is expensive. Then the 
process works in reverse: Production is cut, workers are laid off, 
orders to suppliers are reduced and the suppliers lay off workers, 
etc . 

Generally, an external shock that improves the net export balance will 
also stimulate Y. The model includes a foreign trade multiplier 
(dY/dX) which we derived in class, based on the particular assumptions 
we made. (Again: That particular multiplier formula depended on the 
assumptions we had made to that point. As you complicate the story, 
say by adding fiscal policy, the formula for the multiplier will 
change. It can be derived in the same way we derived the simple 
formula but it will be different.) But the stimulation of Y pulls in 
more M, so the equilibrium end position shows a lesser impact on the 
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net export balance than the initial effect. A specific result is that 
you can improve your net export balance - if that is your only goal - 
by running a recession. 

Tariffs can create jobs in this model (assuming other countries don't 
retaliate) . If the country is at less-than-full employment, there are 
idle workers who can be pulled into production if output expands. 
Protecting an industry will tend to expand its output and employment. 
This is what the U.S. Congress hoped to do when it passed the Smoot- 
Hawley tariff in 1930. It hoped to counteract the domestic depression 
with a stimulus based on tariff-induced import substitution. But 
other countries retaliated or followed similar protectionist policies 
of reducing imports and the main result was a big drop in world trade. 

The particular values assumed about the parameters of the model are 
critical to the actual result. In addition, one can easily relax 
assumptions about what is exogenous. For example, X might be a 
function of Y for a large country. If a large country has a 
contraction, it imports less. Its imports are someone else's exports. 
Thus, someone else's economy will slow down, too. But that slowdown 
will reduce the imports which are the large country' s exports . So 
international business cycles are reinforced and spread from country 
to country - as our video from the 1930s demonstrated. 

We added fiscal policy to the model by noting that the govt, budget B 
can be seen as the difference between tax receipts T and govt, 
spending G. B = T-G. We assume that dT/dY >0. In effect, B is like 
govt, saving (positive or negative) . So S-I+B = X-M. This is an 
accounting identity but also a condition for equilibrium. We were 
able to show that a tight fiscal policy (reductions in G, increases in 
T) will tend to improve the net export balance but lower real product 


Usually, countries will have more goals than just the net export 
balance. Running a recession to improve the trade balance, for 
example, is "unpleasant." Tinbergen's rule suggests that to achieve 
more goals, you need more policy instruments, essentially instruments 
that can move the X-M and the S-I functions relative to one another. 
The example we looked at in class showed the achievement of a domestic 
goal (a target level of Y) and an external goal (a target trade 
surplus) . We were able to achieve the two goals with two instruments: 
fiscal policy and exchange rate policy. 

But we also asked if there were certain exceptions to Tinbergen's 
general rule. Hint: Are there coincidental situations when one policy 
might achieve 2 goals? 

Are there situations in which two instruments would not do the trick? 

Hint: Basically, the instruments must be independent of one another. 
One must have an effect related to the X-M function. The other must 
have an effect related to the S-I+B function. 

We introduced monetary policy as an adjustment in the interest rate r. 
Assumptions were made about the relationship between r and S (dS/dr > 



0) and domestic-I (di/dr < 0) . We also noted that monetary policy has 
an external effect. A rise in our interest rates, other things equal, 
makes holding assets in our currency more attractive. We noted that 
monetary policy, because of its internal and external effects has a 
greater impact on Y in the face of a floating exchange rate than with 
a fixed exchange rate. We were able to show an example of 
coordinating monetary and fiscal policy to achieve a given Y target 
and yet maintain exchange rate stability. (Two instruments; two 
objectives . ) 

We noted that our version of the 19 th century gold standard or the 
modern fixed exchange rates system can be generalized to consider both 
price and income effects. Last time, we looked only at price effects. 
But we noted now that real income effects and price effects tend to 
work in the same direction. So, for example, tight money tends to 
reduce domestic inflation (relative to other countries) and it tends 
to induce recession. Both improve the net export balance. But the 
latter is clearly painful. Deficit countries, as we noted last time, 
carry an asymmetric burden of adjustment. Now we can see that the 
"burden" may well be recession, one reason why deficit countries may 
abandon fixed exchange rates as too onerous. 

Next time, we will look at the actual U.S. balance-of-payments 
accounts. In preparation, we noted that such accounts are basically a 
version of standard debit and credit (dr and cr or + and -) 
bookkeeping. Our exports (which we learned could include services, 
royalties and payments we receive for the services of capital such as 
interest and dividends) are cr or +. Our imports (which include 
services and payments we make for the services of foreign capital) are 
dr or -. Capital inflows are increases in our liabilities to 
foreigners or decreases in our foreign assets and are cr or +. 

Capital outflows are decreases in our liabilities to foreigners or 
increases in our foreign assets and are dr or -. 

Have a good Memorial Day weekend. 
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